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ij General business activity has been poised on a high 
plateau for some nine months. Industrial production 
has been virtually level at a rate slightly lower than in 
the fourth quarter of 1956. 

On the past record, the U.S. economy usually moves 
either up or down — a side-wise movement is rare, though 
not unprecedented. Thus the recent leveling in business 
naturally raises questions about the future. Is the level- 

@: a prelude to further adjustments? Or are we in 
another period of “rolling readjustment”? 


To assess these questions it is useful to look at the 
cross-currents that have produced the relative stability 
in over-all activity. The past nine months have seen 
increases in consumer buying, government expenditures 
and exports; a leveling in business fixed investment; and 

declines in inventory buying and housing. 


Consumer markets continue to show basic strength. 
Income after taxes is running 5% ahead of a year ago. 
Unemployment has remained at a relatively low level. 


Government expenditures may level out in the next 

few months. Cutbacks in defense spending will have a 
short-run impact even if decisions are taken to accelerate 
Daissiie development. However, such decisions, if made 


| soon, could lead to an upturn in defense spending next 
| year. Meanwhile, the rise in state and local expendi- 
tures—mainly on schools and roads—promises to 
| continue. 


The upsurge in exports has led to a drain on gold 
and dollar holdings in many nations. A number of them 
have taken steps to redress their balance of payments, 
and these measures may make it more difficult for us to 
sell abroad. 


| Business investment in new plants and equipment, 
measured in constant dollars, has already turned down 

| moderately. Early reports of plans for 1958 point to a 

further decline, but possibly by no more than 5-10%. 

| 


Inventory accumulation is down sharply from last 
year’s $4.6 billion rate. Inventories appear to be in line 
with sales in general merchandising and most non- 
durable fields. However, some further adjustment in 
inventories could develop in other lines. 


Housing starts seem to have turned up again, after a 
two-year decline. 


In short, a review of major trends points to con- 
tinued economic cross-currents in the period ahead. 
Some industries may well undergo further adjustments. 
Others could have a better year in 1958 than in 1957. 

In face of these mixed trends, some perspective may be 
gained by comparing our current position with the post- 
war trend in the economy. Since 1946 our total produc- 
tion measured in constant prices has moved upwards 
around a 4% per annum growth trend. 

Despite the leveling in the past nine months, we are 
still only a bit below the long-term trend. To be sure, 
the economy hasn't been expanding—and growth is 
regarded as the norm. 

Nevertheless, the fact that a high plateau of activity 
has been maintained despite important adjustments 
in key sectors of the economy is significant. It dem- 
onstrates again the increased resiliency of our economy. 

This resiliency may well be put to a further test in 
the period immediately ahead. We face the problem of 
adjusting to a lower rate of capacity expansion, par- 
ticularly in manufacturing. At the same time we need 
to reduce the over-all pressures on our resources in a 
manner that will contain inflation. 


Difficult though these problems may seem, the per- 
formance of our economy in recent years provides pre- 
sumptive evidence that we can deal with seemingly 
difficult problems with a minimum of over-all disruption. 
The basic factors favoring the long-term growth in our 
economy should not be altered by near-term develop- 
ments. Thus, it is possible that the adjustments that lie 
ahead can be overcome within a reasonably short period. 
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Of all the major problems facing the nation, none is 
more difficult for the layman to comprehend and at the 
same time more important to him than the status of the 
nation’s defenses. This dilemma has been posed sharply 
by two recent developments: 


e The decision made some months ago to hold U. S. 
Department of Defense expenditures to a $38 billion 
ceiling; 

e The launching of an earth satellite and a long range 
ballistic missile by the USSR. 


Even before the launching of Sputnik, our defense pro- 
gram was going through a basic re-orientation. We were 
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DEFENSE IN TRANSITION 


beginning to make the shift from conventional weapons— 
piloted aircraft, battleships and massed infantry—to the 

age of nuclear weapons and missiles. This shift cannot 

be abrupt—piloted planes may be in use for another 15 ©) 
years. Nevertheless, the hope was that new programs 
could be accommodated by cuts in existing programs. 


Shift In Defense Programs 


Now the question is whether we can make the transi- 
tion without spending larger amounts not only for mis- 
siles and other new weapons but also for the more con- 
ventional weapons. Russian successes in the missile field 
—so dramatically heralded by the advent of Sputnik— 
may set in motion pressures to increase our outlays for 
defense. If the Russians should launch another earth 
satellite before we do, this would add to demands for an 
expansion of our defense program. Thus, it may be that r 
the $38 billion ceiling will have to give way and that we 
shall have to gird ourselves for an increased effort to 
counter the growth of the Soviet military potential. ¢ 


Perspective 


To evaluate the possible economic impacts of changes 
in defense, it is helpful to review briefly what has hap- 
pened in the past decade. Expenditures were slashed 
sharply after World War II. The Korean War led to a 
major expansion, followed by a reduction of one-fourth 
after active hostilities ceased. 

In the past few years the emphasis has been on € 
developing our deterrent forces and on research to 
develop new weapons systems. Thus, the Strategic Air 
Command is being re-equipped with B-52 bombers and 
our system of air bases has been greatly expanded. 

Meantime, development of missiles and other new 
items has moved ahead. The main economic charac- 
teristic of these new weapons is that they are very 
expensive —in dollars, use of new metals and othe , 
materials and requirements for technical manpower. The 
fact that we spread our efforts widely among a large 
assortment of new programs adds to over-all costs. 


1957 Experience 


Experience in 1957 showed the difficulties of a parallel 
development of new and conventional weapons. 


e Expenditures on missiles, electronic warning systems , 
and other new items began to rise rapidly, as more 
projects moved from research into production. 


e Deliveries of conventional weapons picked up more 
rapidly than expected — for instance, the lead time on 
the B-52 was cut from 30 to 15% months. 


As a result, expenditures rose rapidly. Department of 
Defense expenditures reached an annual rate of $40.2 _ 
billion in the second quarter of this year as against the @ 
budget figure for fiscal year 1958 of $38 billion. A con- 
tinued uptrend in defense spending could have wiped 
out the Federal Budget surplus and made it necessary to 
raise the debt ceiling. 
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Ceiling on Defense Spending 


Accordingly, the Administration took a series of actions 
aimed at holding to the budgeted $38 billion: 


e The number of men in the services was scheduled to 
be cut to 2.6 million in mid-1958, a reduction of 
200,000 from earlier plans. 


e The rate of progress payments to Air Force con- 
tractors is being slowed —this may lead to increased 
demands on private credit sources. 


e Procurement schedules for piloted aircraft were 
revised. Delivery rates for the B-52 and for the F-100- 
series fighter planes have been stretched out. 


e The missile program is being reviewed to eliminate 
programs that may involve duplication. The Navaho 
missile project has already been cancelled. 


In general, the scheduled cuts were mostly at the ex- 
pense of our strength in conventional weapons. Their 
objective was to meet the $38 billion ceiling while per- 
mitting an increase in the missile program and main- 
tenance of research and development expenditures. 


These reductions should have some impact on the econ- 
omy in the near future. At the least, they may necessi- 
tate a temporary reduction in production and employ- 
ment in defense industries. However, a cut of $2-3 
billion in the rate of defense expenditures should not 
be too great for a $440 billion economy to absorb. 


Future Problems 


Over the longer run, the major economic problem 
could be that of handling an expanded defense program. 
At this juncture, it is impossible to do more than out- 
line in broad terms the possible consequences of an en- 
larged defense effort. The fact is that the nation is still 
in a transition period on defense policies. 

Moreover, the program is so complex that major shifts 


3. its direction take time to become fully effective. Even 


if decisions to enlarge our defense effort were taken 
soon, their impacts might not be felt for many months. 


Nevertheless, the psychological effects of an expanded 
defense program coming so soon after widespread dis- 
cussion of cutbacks could be significant. Decisions about 
business investment to expand capacity, business in- 
ventory policies, and consumer purchases might be in- 
fluenced before actual defense expenditures turned up. 

In addition, an increase in actual defense spending 
would pose a series of difficult economic problems. It 
would aggrevate an already tight Federal Budget situa- 
tion. It might add importantly to the difficulties of 
containing inflationary pressures and call for monetary 
and fiscal policies designed to hold down such pressures. 
This could mean that it would not be possible to reduce 
the tax burden in the near-term future. 

In over-all terms the nation is in the process of evalua- 
ting anew the character of the Soviet accomplishment 
and its meaning for our continued security. If this 
process should lead to a widespread acceptance of the 
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need for an expanded defense effort, and for measures 
to support it, the economic burden should be manage- 
able. Moreover, nothing in the picture as it appears now 
suggests that the possible increase in defense outlays is 
likely to be huge. Various estimates available to the 
public of the cost of the new weapon systems show that 
relatively moderate uppages in the budget would cover 
necessary additional programs. 

In economic terms we may need to increase the share 
of our total production devoted to defense to a somewhat 
higher figure than the 10% that has obtained in recent 
years. Yet, if we can continue to maintain the advance 
of our total production, the burden of keeping the na- 
tion secure could stay well within our capabilities. 
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Individuals’ savings as recorded by the Securities and 
Exchange Commission reached $9.1 billion in the first 
six months of 1957 —the largest first half total in the 
past decade. Both a substantial increase in financial assets 
and a smaller offsetting expansion in individuals’ debts 
were responsible for the rise. In addition there were sev- 
eral striking shifts in the composition of savings. 


Savings Deposits in Commercial Banks up Sharply 


In a reversal of earlier post-war trends, individuals 
placed a larger proportion of their financial savings in 
time deposits of commercial banks. Individuals’ time 
deposits increased by an estimated $2.8 billion in the 
first six months of this year — a post-war record. 

The gain is partly the result of a rise in financial sav- 
ings which in turn reflects increased income. However, 
an upward adjustment in interest rates by commercial 
banks also helped to attract savings, although there may 
have been some shift from demand deposits. Other insti- 
tutions, which had experienced a substantial rise in sav- 
ings in recent years, found the increase leveling off. 


e Thus, savings accounts in mutual savings banks rose 
by $900 million in the first half compared to $1 billion 
the year before, while 


e Savings and loan shares increased by $2.6 billion in 
contrast to $2.8 billion in first half 1956. 


U.S. Savings Bonds Down Sharply 

Accelerating a trend that began during 1956, individ- 
uals reduced their holdings of Savings Bonds by $1.1 
billion in first half 1957. This is the first time in the post- 
war period that a drop of this size has occurred. 


Redemptions were particularly heavy in F and G 
bonds, two series no longer sold. These bonds are widely 
owned by personal trusts and non-profit institutions 
whose holdings are included with individuals’ savings. 
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RECENT TRENDS IN SAVINGS 


Rates were recently revised upwards in Series E and 
H bonds. However, E bonds outstanding have dropped, 
while holdings of H Bonds — a current-income bond sim- 
ilar in interest return to Series E — have increased. 

On the other hand individuals’ holdings of corpo- 
rate securities have risen sharply — reflecting the record 
volume of new issues and higher yields. 


e Savings in corporate securities amounted to $3.3 
billion compared to $1.4 billion in first half 1956. 


e Of the total, $2.2 billion consisted of bonds and 
notes, and $1.1 billion preferred and common stock. 


Individuals came into the market for new bond issues 
this year on a scale not experienced since the 1920's. This 
is partly the result of yields on high grade bonds which 
were above yields on most common stocks. 
Decreasing Role of Individuals’ Debts 
Altogether individuals increased their financial assets _... 
by $13.7 billion compared to $13.3 billion in the com-@ » 
parable period last year. However, the offsetting expan- 
sion in debt was smaller this year. 
e Mortgage debt, with the reduced level of home- 
building, increased only $4.2 billion compared with 
$5.4 billion in first half 1956 and $6.1 billion in first 
half 1955. 


e Consumer debt rose only $600 million as against $1 


billion and $2.3 billion in first half 1956 and 1955 ey 


respectively. (In the past few months, consumer debt 
— reflecting in part a larger proportion of new cars sold 
on credit — has been rising more rapidly.) 


Thus while financial savings were some $400 million 
higher in the first half of 1957, the major factor in the $2 
billion increase in individuals’ savings came from the 
slower expansion of individuals’ debts during that period. €: 
Any substantial acceleration in debt expansion in coming 
months might lower the increase in over-all savings. 


The pattern of saving has changed sig- 
nificantly in the post-war period. Today 
50% of all households have accounts in sav- 
ings institutions compared to 39% in 1946; 
similarly 55% have checking accounts against 
34% shortly after the war. 

The median amount of liquid assets 
(accounts in savings institutions, checking 
accounts and U.S.. Savings Bonds) and 
marketable securities held by households 
in early 1957 was $750. Median holdings 
ranged from less than $300 in the group 
headed by persons under 25 to about $2,000 
in the group headed by persons 55 and over. 
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CONSTRUCTION OUTLOOK 


Spending for construction — running at a $47 billion 
annua! rate in the first nine months of 1957 — is 2% ahead 
of last year. It now looks as though the industry will 
chalk up a dollar gain for the 13th consecutive year. 


e However, the total dollar gain for 1957 is the small- 
est in the post-war period; 


e Moreover, when account is taken of rising costs, 
physical volume is down for the second year in a row. 


It is important to assess the diverse trends within the 
industry, for construction — 11% of national production — 
is vital to the health of the economy. 


Areas of Strength in 1957 


Increased spending for non-residential construction has 
accounted for the industry gains this year. Rising out- 
lays for highways and schools have been primarily 
responsible for a 10% increase in the public sector. 

Private non-residential construction— up about 5%— 
has shown mixed trends. Industrial construction started 
to ease at mid-year: by September we were spending 
more on building schools than factories. Construction of 
stores, restaurants, and garages continued the decline 
that set in in mid-1955. However, office building is still 
increasing, and public utilities construction also added 
an element of strength. The conflicting trends may well 
continue into 1958 with little, if any over-all gain. 


Residential Construction — the Vital Variable 


Residential building has ranged between 35% and 47% 
of total construction in the post-war period. However, 
weakness during the past two years has reduced private 
starts from 1.3 million in 1955 to an estimated 980,000 
for 1957. Several factors have contributed to the decline: 


e We have built almost 13 million new homes in the 
post-war period — thus alleviating much of the short- 
age built up during the 1930's and early "40's. 


e Meanwhile, new household formation in the past 
five years has averaged only 800,000 compared with 
1.2 million in the previous five year period. 


Changes in the credit picture have also been impor- 
tant. Easy credit spurred the homebuilding industry on 
in 1955. Mortgage credit on homes increased by a record 
$12.5 billion during that year. 

In contrast, housing in 1956 and 1957 has been limited 
by credit. Basic demand, while less strong, is still size- 
able. However, until recently both FHA and VA mort- 
gages with their fixed interest rates were unable to 
compete in the capital markets. As a result government 
backed mortgages dropped from 51% of private housing 
starts in 1955 to 30% so far in 1957. 

Signs that housing starts may have reached a trough 
are appearing. Private starts passed the one million 
annual rate in August for the first time in 1957. Impor- 
tantly, lower material prices, of lumber in particular, 
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have been holding down homebuilding costs. 

In addition, Congress raised the interest rate ceiling 
on FHA loans from 5% to 54% and lowered minimum 
down payments. In recent months both appraisal re- 
quests and starts under the FHA program have risen 
above earlier lows. In contrast, the VA home loan pro- 
gram with its maximum 44% rate is lagging badly. 

With plant and equipment investment due to level out 
in the coming year, it is possible that more funds will be 
available for mortgage money. This could well give a 
boost to the homebuilding industry and permit it to raise 
its sights for 1958 to above the 1,000,000 level of starts. 
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Recent trends in the world economy have again led to 
talk of a “dollar shortage” and to actions on the part of a 
number of nations to restore balance in their interna- 
tional accounts. Most dramatic of these actions have 
been the increase in the bank rate from 5% to 7% in the 
U.K., and the revision of the French exchange system. 
A main reason that the dollar problem has again 
appeared is that the buying power of the dollar relative 


EXPORTS HAVE RISEN MORE RAPIDLY THAN IMPORTS 


BILLION 
DOLLARS 
20 
NON-MILI TARY 
MERCHAND ISE 
EXPORTS 
45 


DOLLAR GAP 


MERCHAND I SE 
IMPORTS 


L i i iL 1 a 
1949 1950 195) 1952 1953 1954 1955 | 


it wu 
1956 1957 
ANNUAL RATE 


BUT PRIVATE INVESTMENT HAS FINANCED ONLY PART 


OF THE GAP... 
BILLION 
DOLLARS 

POR 
POR 6 
U.S. PRIVATE 
CAPITAL ‘ 
OUTFLOW 


sp 
1956 1957 
ANNUAL RATE 


BILLION 
DOLLARS 


1949 1950 19511952 1953 1954 1955 


30 


TOTAL GOLD AND 
DOLLAR HOLDINGS 


25 


20 


1949 1950 1951 1952 1953 1954 1955 1956 1957 
END OF YEAR END OF QUARTER 


DATAt DEPARTMENT OF COMMERCE AND FEDERAL RESERVE BOARD 


“DOLLAR SHORTAGE” AGAIN? 


U. S. Exports Up, Imports Steady, Dollar Gap Widens 


to that of some other currencies has been gradually 
rising. As a result, other nations have increased their 
purchases from the U.S. at a more rapid rate than their 
holdings of gold and dollars to finance such purchases. 

Since the third quarter of 1956 aggregate gold and 
dollar holdings of countries other than the U.S. and 
Russia have fallen by $556 million. For some countries 
this has meant a serious drain on their international re- 
serves which they cannot afford. 

These trends raise a series of questions about the 
future: Can U. S. exports be maintained at recent levels? 
How can foreign nations adjust their internal affairs to 
restore a balance in their overseas payments? Are the 
necessary adjustments likely to slow the growth in world 
trade, which has been advancing at an average of 8% per 
year in the past decade? 


Sharp Rise in U.S. Exports 


U.S. merchandise exports have been rising at an aver- 
age rate of about 7% per year for the past decade. But 
since 1954 they have jumped ahead to an annual increase 
of 12% per year — almost three times the rate of growth 
in our total production. Petroleum exports accounted for 
some of the increase earlier in the year, but should be close 
to normal by now. Moreover, U. S. exports of farm com- 
modities — especially cotton and wheat — bulged in 1956 
and the first half of 1957 under the influence of the 
Surplus_Disposal program. The greatest absolute in- 


crease, however, has been in U. S. manufactures, par-— 


ticularly in capital goods. 

Over the long pull exports and imports have grown 
at about the same rate. Since the middle of 1956, how- 
ever, imports tapered off and have remained steady since. 


Foreign Investments Have Helped 


An increasing gap between exports and imports could 
theoretically be offset by appropriate changes in other 
types of payments, such as increased U.S. investments 
abroad, greater tourist travel, or foreign aid. 

Actually from the first quarter of 1956 to the second 
quarter of 1957 the difference between exports and 
imports grew by $5.0 billion on an annual basis. During 
the same period total private foreign investments grew 
$3.4 billion. This left a $1.6 billion gap to be filled from 
other sources. Other types of payments did not change 
sufficiently, however. As a result by the fourth quarter 
of 1956 the gold and dollar holdings of the rest of the 
world began to decline, marking the first downturn since 
1952. 


Why U.S. Exports Have Increased 


Specific causes for the growth in U.S. sales abroad 
vary from country to country. But several general causes 
may be identified: 
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HOW U.S. EXPORTS HAVE EXPANDED 


e There has typically been somewhat greater inflation 
in the dollar short countries than in the U.S. Since 


1955 prices in Great Britain have gone up 3% more heey ger 
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than in the U.S., in Sweden 4% more, in India 11% 
more, in Brazil 33% more. 


e There has been a world wide investment boom 
further stimulated by government development pro- 
grams. As a reflection of this, in Great Britain private 
investments stepped up from 5% to 10% of gross national 
product between 1950 and 1955. In India gross public 
and private investments grew from 8% to 10% of total 
production between 1948 and 1953. 


e Export industries in the U.S. and Germany appear 
to have achieved a relatively greater advance in effi- 
e Transitory trade disturbances, such as the Suez 


crisis, poor European crops, and _the_U.S. agricultural 
export program have also played a part. 


Under today’s system of fixed exchange rates, changes 
in relative price levels between countries can create 
exchange problems. For instance, if the price level in 
a given country rises relative to that in the U.S., then 
U.S. products become cheaper relative to those in that 
country. This increases the demand for dollars and 
stimulates U.S. exports. At the same time the prices of 
foreign goods rise making them less attractive in the 
U.S.— cutting down U.S. imports. As this occurs the 
other country will tend to use up dollar balances held 
in the U.S., and may be obliged to sell gold. 

The same problem may arise independently of mone- 
tary policy. If efficiency of the export industries in one 
country is improving more rapidly than in another, then 
its exports will become more competitive. This will have 
roughly the same effect on trade as a change in the 
relative level of all prices. 


What is Being Done 


When there is persistent misalignment which results 
in an outflow of foreign exchange, something must be 
done to rectify it. A number of nations have taken steps 
to cope with their present problem. 

e The U.K. has raised the bank rate from 5% to 7%. 

This is expected to have the double effect of enticing 

short term capital back to England, and curbing the 

inflation. The present government has announced that 
it is willing to undergo some disinflation if necessary, 
in order to insure the effectiveness of its policy. 

e France has placed a 20% exchange tax on all non- 

essential imports, and a corresponding premium on 

most exports which has the practical effect of giving 
something less than a 20% boost to export prices. 


° India has prohibited the issuance of import licenses 


for consumption goods. Capital goods imports are also 
prohibited except on a deferred payment basis. Other 


licensing restrictions have been tightened as well, in 
order to halt the flood of demand for imports. 
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e Colombia recently raised the peso deposit against 
imports from 20% to 100% of the value of the import. 
The deposit must be made at the time the import 
registry certificate is issued. This constitutes an addi- 
tional tariff equal to interest foregone on the deposit. 


A similar story could be told for nearly all the coun- 
tries which have been having exchange difficulties: in 
some cases they are adopting stricter monetary control, 
as in Great Britain. More frequently, they are applying 
direct controls over, or placing some kind of tariff on 
imports. 

Germany is a special case. The Mark has strengthened 
noticeably against most other currencies. Since 1950 Ger- 
man exports have quadrupled while her imports have 
tripled. To carry out the role of a “good creditor” Ger- 
many has reduced restrictions on imports, increased for- 
eign investment and lowered the discount rate. 


The Assessment _ 

It is too early to tell how effective these policies will 
be. The hope is that a balance can be achieved without 
permanent effects on the growth of world trade. Yet it 
seems clear that the short run effect will be to make it 
more difficult for U.S. exporters to maintain sales at 
recent peak rates. If, however, the rise in the price level 
in other countries relative to the U.S. can be arrested, 
and where necessary, reversed, the trade barriers cur- 
rently being imposed can be lifted. It then would be 
possible to resume the upward advance in world trade 
at a rate fully comparable to that achieved in the past 
decade. 
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supports us all 


Planed down for a seesaw or formed 
to hold concrete. Quartered into 
railroad ties. Sawed into building 
frames. In one way or another 
lumber supports us all. 

In turn, American commercial 
banks support lumber—an indus- 
try which has contributed hand- 
somely to our country’s rapid de- 
velopment. 

Money, credit and other finan- 
cial services supplied by commer- 
cial banks through the years are 
basic tools which help lumber, as 
well as other industries, to produce 
and distribute their expanding out- 
put. As a result, Americans today 


enjoy a living standard that is the 
envy of the world. 

Chase Manhattan, a leader in 
commercial loans, is proud to be a 
part of this banking system which 
teams up with business and in- 
dustry in furthering our country’s 
dynamic economic progress. 
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